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made directly to the prime contractor
or to another subcontractor, and not
directly to the United States, the tax-
payer would be unable to avail himself
of the benefits of section 1481. However,
the provisions of section 1341 and this
section will apply in such a case, if the
conditions set forth in subdivisions (i),
(ii), and (iii) of this subparagraph are
met. For provisions relating to the
mitigation of the effect of a redeter-
mination of price with respect to sub-
contracts entered into after December
31, 1957, when repayment is made to a
party other than the United States or
any agency thereof, see section 1482.

(g) Bad debts. The provisions of sec-
tions 1341 and this section do not apply
to deductions attributable to bad
debts.

(h) Legal fees and other expenses. Sec-
tion 1341 and this section do not apply
to legal fees or other expenses incurred
by a taxpayer in contesting the res-
toration of an item previously included
in income. This rule may be illustrated
by the following example:

Example: A sold his personal residence to B
in a prior taxable year and realized a capital
gain on the sale. C claimed that under an
agreement with A he was entitled to a 5-per-
cent share of the purchase price since he
brought the parties together and was instru-
mental in closing the sale. A rejected C’s de-
mand and included the entire amount of the
capital gain in gross income for the year of
sale. C instituted action and in the taxable
year judgment is rendered against A who
pays C the amount involved. In addition, A
pays legal fees in the taxable year which
were incurred in the defense of the action.
Section 1341 applies to the payment of the 5-
percent share of the purchase price to C.
However, the payment of the legal fees,
whether or not otherwise deductible, does
not constitute an item restored for purposes
of section 1341(a) and paragraph (a) of this
section.

(i) Refunds. If the decrease in tax for
the prior taxable year (or years) deter-
mined under section 1341(a)(5)(B) and
paragraph (b)(1)(ii) of this section ex-
ceeds the tax imposed by chapter 1 of
the Code for the taxable year computed
without the deduction, and for taxable
years beginning after December 31,
1961, if such excess is greater than the
decrease in tax for the taxable year (or
years) to which the net operating loss
described in section 1341(b)(4)(A) and
paragraph (b)(1)(iii) of this section is

carried back, such excess shall be con-
sidered to be a payment of tax for the
taxable year of restoration. Such pay-
ment is deemed to have been made on
the last day prescribed by law for the
payment of tax for the taxable year
and shall be refunded or credited in the
same manner as if it were an overpay-
ment of tax for such taxable year. How-
ever, no interest shall be allowed or
paid if such an excess results from the
application of section 1341(a)(5)(B) in
the case of a deduction described in
paragraph (f)(3) of this section (relat-
ing to payments or repayments pursu-
ant to price redetermination). If the
tax for the taxable year of restoration
is computed under section 1341(a)(4)
and results in a decrease in tax for the
taxable year (or years) to which a net
operating loss described in section
1341(b)(4)(A) is carried back, see para-
graph (b)(1)(iii) of this section.

[T.D. 6500, 25 FR 12049, Nov. 26, 1960, as
amended by T.D. 6617, 27 FR 10824, Nov. 7,
1962; T.D. 6747, 29 FR 9790, July 21, 1964; T.D.
7244, 37 FR 28897, Dec. 30, 1972; T.D. 7564, 43
FR 40496, Sept. 12, 1978; T.D. 8677, 61 FR 33323,
June 27, 1996]

§ 1.1342–1 Computation of tax where
taxpayer recovers substantial
amount held by another under
claim of right; effective date.

Section 1342 shall apply with respect
to taxable years beginning after De-
cember 31, 1954.

[T.D. 6500, 25 FR 12052, Nov. 26, 1960]

OTHER LIMITATIONS

§ 1.1346–1 Recovery of unconstitu-
tional taxes.

(a) In general. (1) A taxpayer who re-
covers unconstitutional Federal taxes
which were paid or accrued and for
which a deduction was allowed in a
prior taxable year may elect, as pro-
vided in paragraph (b) of this section,
to exclude the income (exclusive of in-
terest) attributable to such recovery
from his gross income in the taxable
year of recovery. Any such exclusion of
income is subject to the requirements
of section 1346 and this section.

(2) If a taxpayer elects to receive the
benefits of section 1346, the income (ex-
clusive of interest) attributable to the
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